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lliquidity — Asset class exposure for DB Schemes

In August 2020, the FCA released Consultation Paper (CP20/15), titled “Liquidity mismatch in
authorised open-ended property funds”. The liquidity mismatch in core property funds the FCA
paper seeks to address is a longstanding industry issue.

This update considers the various ways UK DB schemes have of accessing illiquid assets. Liquidity
is a key issue for all schemes and should be an important part of every UK DB scheme's investment
strategy. As such we believe the issues raised in this note should be considered in investment
strategy reviews and when a scheme'’s liquidity position has changed or will change; for example if
a scheme is expecting material transfers out or buying in some or all of its pensioners.

As set out in the remainder of this update we believe that core property and index benchmarked
UK corporate bond funds are sub-optimal asset classes for almost all UK DB schemes, and that
schemes are better served by accessing UK property and UK corporate bonds, and getting
exposure to illiquid assets, via other asset classes.

Core Property Funds

Core property funds invest in commercial bricks and mortar UK property in three main sectors: office, retail
and industrial. They suffer from the fundamental structural issue raised in the FCA’s Consultation Paper: the
liquidity mismatch between funds that are daily or monthly dealt and the length of time it takes to sell a
building, which has the knock on effect of funds being frequently gated.

Were the FCA's proposal to introduce notice periods of up to 180 days for redemptions implemented, in our
view there would still be some structural and liquidity issues, such as existing investors being diluted when
new money comes into a fund, which have been exacerbated by the diminishing asset values of these funds.
We also believe that introducing notice periods for redemptions could prompt a withdrawal of retail investor
money, which would further reduce falling fund asset values and make it harder for managers to raise cash to
meet redemptions in an orderly manner and maintain a diversified and credible commercial UK property
portfolio.

We therefore believe the asset class remains unattractive to DB schemes. We believe that clients should
consider reallocating any existing exposure they have unless there is a good scheme specific reason not to
do so.

Index benchmarked UK Corporate Bond Funds

Actively and passively managed index benchmarked UK corporate bond funds have traditionally been a
staple allocation within many UK DB schemes’ investment strategies, providing some interest rate hedging at
higher yields than fixed interest gilts of the equivalent term. However, in our view index benchmarked
corporate bonds do not work particularly well as either a growth or a matching asset, and typically corporate
bond allocations can be reinvested to improve the risk, expected return and liquidity of a scheme’s
investment strategy.

From the return perspective the yield enhancement over gilts is limited and from the matching perspective
corporate bonds indices are shorter maturity than gilts, do not provide inflation protection and cannot be
leveraged.
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There is also a structural issue with UK corporate bond indices: as the credit cycle develops so the makeup of
the index changes, and higher index weightings are applied to the companies who issue the most debt, i.e.
borrow the most money. Passive managers will automatically lend more to these companies and active
managers have to manage benchmark risk, i.e. the risk that they underperform the market index.

At times of market stress corporate bonds can become illiquid. They are harder to sell and even if a buyer
can be found the price offered to the seller often represents a steep discount to recent valuations.
Corporate bond liquidity has fallen significantly since the 2008-2009 financial crisis as banks hold fewer
corporate bonds on their balance sheets in response to banking industry regulation. This illiquidity is
reflected in transaction costs of around 0.5% to 0.6% to buy or sell units in UK corporate bond funds.

For clients who are close to being able to complete a full buy out of their scheme’s liabilities it may make
sense to continue to hold existing corporate bond fund allocations. Returns in excess of gilts are likely to be
less of an issue than for many schemes and insurers often price buy out policies using corporate bond yields
as well as gilt and swap rates. So corporate bonds can provide a partial hedge against bulk annuity pricing.
However, it is unlikely to make sense even for well-funded clients to introduce a new allocation to an index
benchmark corporate bond fund, as the round trip transactions costs are prohibitive given that schemes will
need to sell pooled fund units for cash to purchase the bulk annuity contract.

We do not recommend our clients invest in this asset class, and we believe that clients should consider
reallocating any existing exposure they have unless there is a good scheme specific reason not to do so.

Long Lease Property Funds

Long-lease property funds provide DB schemes with exposure to a stream of income from predominantly
long-term, inflation-linked leases secured on UK real estate assets (typical lease term is 25 years or more with
annual reviews in line with UK inflation).

The majority of the total return of these funds is expected to come from income rather than capital growth,
though the latter should also be expected to make a contribution to the total return in a rising UK property
market.

A component of the expected return of these funds is the illiquidity of the underlying assets. These funds
typically have a quarterly dealing frequency with notice required. Due to high investor demand for their
underlying assets these funds usually have queues of many months for investors looking to get in.

As with core property funds they also carry high transaction costs, of around 5% to buy units and 1.5% to sell
units due to the illiquid nature of the underlying assets and the transactions costs of buying and selling UK
real estate assets. These high transaction costs are an important consideration for any scheme looking to
invest.

Given the absence of the structural flaws afflicting core property funds, the long term leases, inflation linkage
and focus on generating returns through income secured on buildings, we believe this asset class offers the
best way for DB schemes to invest in UK property. Schemes should be aware of the illiquidity and high
transaction costs of the asset class and ensure that they are comfortable that it is a suitable investment. Key
considerations include the overall liquidity of the scheme’s investment strategy, its’ cash flow needs and
expected time to reach full funding on a solvency basis.
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Absolute Return Bond Funds and LDI

Absolute return bond funds invest in bonds, mainly corporate bonds, on a global basis, and typically target
returns of cash + 2-3% pa with low volatility and the ability to preserve capital with minimal drawdowns,
especially in challenging credit markets.

These funds provide liquidity, in terms of low transaction costs to buy and sell units, daily dealing and low
drawdowns, to enable trustees to use them to fund cash calls from LDI funds and meet other short-term cash
requirements for schemes (e.g. members taking CETVs).

These funds are not beholden to a benchmark index and therefore do not suffer from the structural issues
inherent in corporate bond indices highlighted above. When combined with LDI to get the interest rate and
inflation hedging required they can replace a scheme’s allocation to an index benchmarked UK corporate
bond fund, providing a scheme with a higher expected return, lower volatility, better capital preservation
(size of and time to recover any drawdowns) and improved liquidity.

Multi-Asset Credit (MAC) Funds

These funds are long-only global credit portfolios that invest primarily in sub-investment grade credit using a
multi-asset approach. The main asset classes are senior secured loans and high yield corporate bonds. Funds
may also invest in investment grade corporate bonds, emerging market debt and asset backed securities,
while some can also invest in convertible bonds. Overseas currency exposure is usually hedged back to
Sterling and the funds favour shorter maturity bonds.

These funds target cash plus 4% per annum over the credit cycle but despite the cash plus target they do not
have an absolute return or capital preservation focus. We would expect these funds to produce negative
returns during periods of negative returns for corporate bond markets. Some of these funds look to generate
a proportion of their targeted return by investing in less liquid securities. This illiquidity is reflected in the
dealing frequency of the funds, which can be monthly or quarterly rather than daily.

These funds do not suffer from the same structural issues as index benchmarked corporate bond funds, and
in our view represent a superior way for clients to access illiquidity and credit premia.

Diversified Alternatives

These funds aim to generate attractive long term returns by investing in a range of alternative asset classes
such as private market equity, debt, infrastructure and real estate and other alternatives such as hedge funds.

By their nature they are usually illiquid and can often have a dealing frequency of quarterly, with notice of a
few weeks required to transact on a given quarterly dealing date, and can be gated to protect existing

investors.

These funds enable schemes to invest in assets which may not be available in public markets (more and
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